This paper examines the accuracy of security analysts' earnings forecasts and stock recommendations for firms in 13 European countries. We document at least three key findings. First, we find strong evidence that lead and co-lead underwriter analysts' earnings estimates and stock recommendations are significantly more optimistic than those provided by unaffiliated analysts. Second, we find that lead and co-lead underwriter analysts' earnings forecast and stock recommendations are significantly more optimistic for underwriter stocks than for those they provide for other stocks. Third, we also find evidence that these biases found within earnings forecasts and stock recommendations are not driven by one particular country. In short, these findings suggest that affiliated analysts are more optimistic perhaps to maintain investment banking relations.
I. INTRODUCTION
Analysts are employed by a range of firms such as investment banks and brokerage firms to provide objective and independent research information. This information can take the form of company specific reports, industry reports, company earnings forecasts, company growth prospects and issuing recommendations about whether to buy, sell or hold a particular stock. There is now a body of literature that shows that both professional and non-professional investors react to management earning forecasts (Han and Tan, 2007; Venkataraman et al., 2008) . They are shown to influence analysts' forecasts (Baginski and Hassell, 1990) and affect stock prices (Pownall et al., 1993) . Firms offering these services can be split into underwriters, firms that are involved in the floating of the initial public offering, and nonunderwriters, firms that are not.
These firms offer a range of financial services. They receive their income from activities such as corporate finance advice, on such issues as IPOs and merger advice, and brokerage services. A potential for conflict of interest arises because of underwriting relationships (Michaely and Womack, 1999; Bradshaw et al., 2003) . Some analysts work for firms that underwrite and/or own the securities of the firms the analysts follow. Moreover, analysts may own stocks in the firms they follow. As a result, there may be pressure on the analyst to provide positive and optimistic assessments of a firm's performance. In addition, it may be that the choice of underwriter is partly determined by the degree to which their analysts provide positive forecasts and stock recommendations (McNichols and O'Brien, 1997) .
Additional evidence suggests that analysts may not be as independent as expected and that the conflict of interests is a significant issue for the clients of firms that offer research. This has been identified in the US, particularly in relation to the dot com share collapse in the late 1990s. For example, Siconolfi (1992) reports that Morgan Stanley pressurised analysts to change negative research reports to more positive ones. Michaely and Womack (1999) surveyed investment professionals and found that the majority believed that a conflict of interest was present and that the pattern of recommendations given by the professionals was not independent and objective. Further, Hong and Kubik (2003) find that analyst optimism is and important determinant of career progression, particularly in relation to moving from a low status brokerage house to a high status house. Finally, in 2003, Elliott Spitzer reached a settlement with the ten largest securities firms following allegations of a conflict of interest between their investment banking considerations and their analysts' research reports. The settlement was a tacit acceptance that the research undertaken by analysts employed by brokerage firms that had an investment bank was not independent. The consequence of the Spitzer settlement was that investment banks had to use independent analysts when undertaking analysis for their clients. This is an effective admission that independent analysts will produce less biased research than that produced by the analysts in the investment banks.
The importance of the conflict of interest as suggested by Spitzer may not be limited to a US environment in that many of these analysts work for international brokers. Thus, a primary contribution of this paper is that to our knowledge there is no empirical research that examines the extent to which forecast error and stock recommendations by affiliated analysts differ from those of unaffiliated analysts within Europe. Different countries have different requirements in areas such as the level of financial disclosure, for example in relation to accounting practices, and the quality and quantity of data (Higgins, 1998) . He finds that analysts produced more accurate and less optimistic forecasts in countries that required more disclosure relative to countries that required less disclosure.
However, disclosure is only one element of the much broader issue of the rights attached to the holders of equity and debt. These rights are determined by a country's legal system. As La Porta et al. (1998) argue, legal systems can be separated into two broad categories, common law and civil law. They find that common law countries, for example, in the UK, have stronger legal protection for investors whereas civil law countries, for example Germany, have weaker protection. The legal environment holds an essential position with respect to a firm's corporate governance. Shleifer and Vishny (1997) argue that legal protection systems are fundamental if outside investors are to have confidence in a firm's financial reporting. Moreover, Skinner (1994) asserts that the level of corporate legal liability to shareholders can influence disclosure. For example, shareholders may pursue legal action against corporations if negative earnings surprises trigger large stock price declines. Thus, to reduce potential legal liability corporations are motivated to voluntarily disclose information, whether good or bad. This will normally result in a more accurate stock price.
However, this framework depends on a properly functioning legal system that is designed to protect shareholders. If a legal system offers less protection to shareholders, management may have less incentive to disclose bad information. Rogers and Buskirk (2008) suggest that the litigation process may encourage firms to reduce the provision of disclosures for which they may later be held accountable. Consistent with La Porta et al. (1998) , this indicates that a civil law system will produce more optimistic forecasts as bad news may not be disclosed. In contrast, forecasts under common law systems should include good and bad news resulting in less optimistic forecasts. Thus, given that US and UK law have similar common law foundations, UK results should be similar to US evidence but forecasts should be less optimistic than those for other European countries. Therefore, a second contribution of the paper is to assess the impact that different legal systems have on the degree of optimism and pessimism of analysts' forecasts.
The paper is structured as follows. The next section discusses the relevant literature and sets out the hypotheses. Section III describes the sample and data definitions. Section IV presents the results and finally, some conclusions are drawn.
II. PRIOR RESEARCH
The literature dealing with the accuracy of analysts' forecasts may be separated into two main categories, studies dealing with forecasts that do not directly address the independence of analysts and, more recently, studies that do.
In the first category are a number of studies that do not deal with independence. For example, O'Brien (1990) and Butler and Lang (1991) investigated the forecasts of individual analysts and found no evidence of differences in the accuracy of analysts' forecasts. Brown (2001) finds that an individual analyst's forecast error is correlated with the error in the previous period. Chan et al. (2004) find that analysts' forecast accuracy is consistent over time, a finding that applied to both the most and least accurate analysts.
Most of the studies in this category, however, deal implicitly with analyst independence. Their common thread is that they link forecasts either to gain the confidence of the management of the firm whose earnings are being forecast or to improve their job prospects. The former is important for a number of reasons. First, it may give access to private information which can only be gained by close contact with the forecast firm's management. Second, the reputation for accurate forecasts may generate more investment business for the forecaster's firm and so good relations with management has potential income-generating consequences. Francis and Philbrick (1993) find that firms often produce an optimistic forecast after making a sell recommendation, something clearly aimed at trying to build a more positive relationship with the firm.
Olsen (1996) argues that the optimism of analyst forecasts is caused by analyst herding. Chopra (1998) reports that analysts forecasts tend to be overly optimistic but that the over-optimism declines during the year. They also note that over the period 1993-1998, forecasts became more accurate. Das et al. (1998) illustrate the importance of private information by showing that analysts focus on accuracy rather than bias in order to gain access to managers. Lim (2001) identifies bias amongst analysts who work for smaller firms and who are less experienced. These characteristics make it harder for these analysts to gain access to private information. Bias becomes a means to gain such information as a reward for the positive signals sent by the forecasts. Interestingly, Krigman et al. (2001) find that the reason managers switch underwriters is to move to a more prestigious underwriter and to increase analyst coverage. Hong and Kubik (2003) report that analysts are rewarded for the accuracy of their forecasts. They find that accurate forecasters are more likely to move up the hierarchy of analyst firms and poorer forecasters are more likely to move down. Career progression is therefore influenced by forecast accuracy.
The second strand of literature deals explicitly with the issue of analyst independence. Clayman and Schwartz (1994) argue that the need to maintain access to management makes it more difficult for analysts to make pessimistic forecasts about a firm. This is exacerbated when the analysts work for investment banks. Dugar and Nathan (1995) found that analysts were more optimistic if there had been a long term investment bank-client relationship relative to analysts' forecasts where there was no investment banking link. Differentiating between affiliated analysts, those employed by investment banks that were either the lead underwriter or the co-underwriter of a seasoned equity issue, and non-affiliated underwriters, Lin and McNichols (1998) found no evidence of a conflict of interest in relation to earnings forecasts. However, they found that affiliated analysts produced more favorable growth forecasts suggesting a difference in the attitude towards independence depending on the type of forecast being made. In terms of analyst recommendations, Michaely and Womack (1999) also find evidence of a conflict of interest. They find that underwriter analysts' buy recommendations perform worse than buy recommendation of non-affiliated analysts. Boni and Womack (2002) surveyed analysts and found a general scepticism about the ability to undertake truly independent research, a finding which raises interesting questions about the perspectives of analysts. Hong and Kubik (2003) find some evidence of a conflict of interest because analysts covering underwritten stocks tended to be judged less on their accuracy than on their optimism. They also found that analyst rewards were driven more by optimism than accuracy during the stock market boom of the late 1990s. Chan et al. (2003) analysed earnings surprises and found that analysts forecasts are influenced by desire to win investment banking clients, particularly those clients defined as growth firms. They were more likely to experience non-negative surprises than value firms. Growth firms are more likely to raise new capital or be involved in acquisitions and so are potential sources of lucrative new business for investment banking firms. Where the firm does less well than the forecast, avoiding negative surprises pressurises the analyst into making conservative forecasts. A similar finding was reported by Cowen et al. (2003) who found that investment bank analysts were less optimistic than analysts from brokerage firms that were not underwriters. The lack of optimism could reflect a conflict of interest because lower forecasts are easier to achieve and so imply better firm performance. Jacob et al. (2003) differentiate between independent forecasters, nonindependent forecasters, and investment banks. They find that the forecasts of analysts at investment banks are more accurate and less optimistic than the forecasts of independent analysts. One reason for the poorer independent analysts' forecasts could be that these firms tend to be smaller and so may be less able to attract the best analysts. For example, they may be unable to match the salaries offered by the larger investment banks. It is also probable the independent researchers will have less access to valuable in formation and so will be less able to provide as accurate forecasts. Clarke et al. (2004) split analysts into those at investment banks, pure brokerages and independent research firms. They find no evidence of a conflict of interest and indeed show that analysts in large investment banks produce more accurate earnings forecasts than analysts at either small investment banks or large independent firms. They also find that moving to a larger firm has no impact on the degree of optimism shown by the analyst at the previous firm. The important conclusion to be drawn from this study is that independent analysts do not offer better and more unbiased forecasts.
The literature shows that the US evidence is mixed. However, the balance of the evidence suggests that a conflict of interest does occur between analysts and a client, or potential client. This potential conflict will be analysed within a European context.
III. METHODOLOGY
We gather data from two large data sources: I/B/E/S and SDC on 13 European countries: Austria, Belgium, Denmark, Finland, France, Germany, Italy, Netherlands, Norway, Spain, Sweden, Switzerland, and United Kingdom. The Institutional Brokers Estimate System (I/B/E/S) reports earnings forecasts and stock recommendations for equity analysts. The Securities Data Corporation (SDC) provides data on equity offerings, in particular, IPOs and Follow-ons. SDC also provides information on lead and co-lead underwriters of the IPOs and Follow-ons from which we determine analysts affiliation. The time period of our analysis is January 1988 to June 2005 for earnings estimates and January 1994 to June 2005 for analyst recommendations. I/B/E/S began the reporting of analyst recommendations for European firms in January 1994.
With respect to investment banking conflicts, we classify analysts within two activity groups: sell-side and independent. If an analyst offers earnings estimates and/or recommendations for a firm where their employer was a lead or co-lead underwriter, they are labelled as a sell-side analyst. On the other hand, if an analyst provides earnings estimates and/or recommendations for a firm where their employer was not a lead or co-lead underwriter, they are labelled as independent. Note that our measure of independence implies free from any conflict of interest resulting from an affiliation with a lead or co-lead underwriter.
We examine the effect of analyst independence on forecast error and stock recommendations. The most commonly used measure of forecast accuracy is forecast error, which measures the difference between forecast earnings and actual firm earnings. Following Hong and Kubik (2003), we scale our measure of forecast error by the price of the stock at the time of an earnings announcement.
where FE i,j,t is the forecast error of a analyst i for firm j at time t. F i,j,t is analyst i's forecast EPS for firm j at time t. A j,t is firm j's actual EPS at time t and P j is firm j's share price. The bias shows the extent to which forecasts are optimistic or pessimistic. A positive error illustrates optimism and a negative one shows pessimism.
Analyst stock recommendations, these are based on a five point scale: 1 = strong buy, 2 = buy, 3 = hold, 4 = sell, and 5 = strong sell. More positive recommendations are therefore associated with low mean values and the more pessimistic the recommendations, the higher the mean values. We merge the I/B/E/S and SDC databases by three matching variables: underwriter name, company name, and date. Since these matching variables are not exact, we use programming syntax to create synthetic variables for merging the two databases.
The sample is split into four legal systems, English law, French law, German law and Scandinavian law (La Porta et al., 1998) . We use the La Porta categories; English origin common law -UK; French origin civil law -France, Belgium, Italy, Spain and the Netherlands; German origin civil law -Germany, Austria and Switzerland; Scandinavian origin civil law -Denmark, Finland, Norway and Sweden. The UK system offers the highest levels of protection and the French system the weakest protection with the German and Scandinavian between them and the UK system (La Porta et al., 1998) .
IV. RESULTS
The sample's descriptive statistics are given in Table I . In Panel A, we present analyst-employer information. For underwriters and non-underwriters, the figures Table I : Descriptive Statistics -Analyst -Employer Characteristics Table I show an increase in the number of analysts and the number of firms during the 1990s. The number of underwriting and non-underwriting firms peak in 2000 but the number of analysts increases until 2002. The number of estimates increases until 2004 which suggests increasing analysts' productivity. Table 1 shows that non-underwriting firms employ more analysts and are greater in number. They also employ more analysts and produce more estimates. Panel B reports the analysts' mean characteristics. With the exception of 2005, underwriting firms increased their mean number of analysts in each of the years. By 2004, there had been a 4.8-fold increase in the mean number of analysts employed by underwriters, from 2.45 to 11.80. The mean estimates per analyst shows that there was a fall in the output of underwriter analysts from 1990 until 1995. The number fell from 3.92 to 3.54. However since then the figure has risen to 8.06 with underwriter analysts now being as productive as they were in the early 1990s. Therefore over the period, there was a 105% increase in the mean number of estimates by each analyst.
There has been an increase over the period in the number of mean estimates per analyst per firm, from 2.09 to 5.79. However, the figure had fallen between 1990 and 1995 but has since risen and by the end of the period analysts had increased their estimates by 2.77 fold. In terms of analyst coverage, there has been a general decline in the number of firms followed by underwriter analysts. The mean number has fallen from 1.90 to 1.22 showing that they cover, on average, 64% of the number of firms covered in 1988. The decline in the number of firms implies that more time can be spent analysing fewer firms. It may therefore be expected that the underwriter forecasts would become more accurate.
Non-underwriting firms illustrate similar characteristics. They also experienced a 4-fold increase in the mean number of analysts per firm from 8.10 in 1988 to 35.81 2004. The number of mean estimates per analyst increased from 8.76 to 15.12, a 172% increase, slightly lower than the underwriters' figure. The number of estimates per analyst per firm increased from 3.07 to 5.59, a 1.82 fold increase, the increase being higher than for underwriter analysts. Non-underwriter firms also experienced a reduction in the mean number of firms covered by each analyst, but the decline was smaller than for underwriter firms.
Panel C gives details of analyst characteristics by country. We find that the countries with the largest number of firms are Germany, France and the UK, each with over one hundred firms. The countries with the most distinct underwriters are Germany, France and the Netherlands. The countries with the highest number of analysts are France, Germany and the UK. The countries producing the most total estimates are France, Germany and the UK. Firms in the Netherlands, Spain and Switzerland have the largest number of analysts per firm. The lowest mean forecast errors are found in the Netherlands, Italy and the UK. The most optimistic forecasts are produced by analysts in Spain, Belgium and Norway. This may be explained through the legal systems which will be discussed later.
Panel D breaks the underwriters and non-underwriters recommendations down by recommendation class. We expect that if underwriters were providing independently determined recommendations, there would be no difference between the various recommendation classes. However, we find that underwriters provide more buy and strong buy recommendations than independent analysts. For underwriters, 23.7% of their recommendations were 'strong buy' and 30.3% were 'buy'. In contrast, non-underwriters had 21.1% 'strong buy' recommendations and 29.4% 'buy' recommendations. Combining the two categories, shows that underwriters had 53.7% of their forecasts as at least 'buy' whereas for non-underwriters, the figure is 50.5%, 3.2% points lower.
Although there is no difference in the percentage of 'hold' recommendations, both have 33.1% in that category, non-underwriters produce more 'sell' recommendation, In particular their 'strong sell' is 5.4% against 2.5%. Overall, the results therefore indicate that underwriters are more optimistic in their recommendations are less likely to issue 'sell' recommendations for stock they have underwritten. Table II This suggests that analysts were becoming less optimistic in their recommendations and were opting for a less risky strategy of buy rather than strong buy. The relationship cannot be explained by the market slowdown in the late 1990s because it did not affect the upward trend for buy recommendations and the downward movement in strong buy recommendations.
Hold recommendations fall slightly from 38.6% in 1994 to 32.6% in 2005 which further indicates a slight reduction in confidence in the stocks. This is also shown by the sell recommendations where an increase occurs from 4.3% in 1995 to 13.9% in 2005. However, strong sells become less common, falling from 7.6% to 4.8%. If we combine the buy and sell recommendations, we find a fall in buy recommendations from 49.6% to 47.8% and a rise in sell recommendations from 11.95 to 18.7%. Therefore, Panel A shows clear evidence that analysts were becoming less optimistic, or more cautious, in their recommendations during the period under analysis.
Panel B breaks down the recommendations by country. Seven of the thirteen countries has strong buy recommendations of less than 20% and six had greater. The country with the highest percentage is France with 26.7% and the lowest is Finland with 16.1%. The Scandinavian countries, as a group, have the least strong buy recommendations. The country with the highest buy recommendations is Italy, 34.2% followed by France and Finland. The lowest figures are found in Belgium and the Netherlands.
There is also a large spread in the hold recommendations ranging from 29.8% in Spain to 45.4% in Belgium. The Netherlands is the only other country with a figure in excess of 40%. The Scandinavian countries tend to produce the highest percentage of sell recommendations, the highest being Sweden with 16.0%. The highest strong sell figure is reported for Germany, 8.0%. The country with the highest combined percentage of buy recommendations is France, 60.2%, and highest combined sell recommendations is Sweden, 21.1%. One explanation for the differences is analysed later in the paper by La Porta et al. (1998) where the categorisation of countries into types of legal system is investigated.
Two sets of results are reported in Table III . First, it compares the underwriting analyst mean forecast error (FE) to the mean FE for all other analysts following the underwriter stocks. Second, it compares the mean analysts' recommendations to the mean recommendation for all other analysts following the same underwriter stocks. Clayman and Schwartz (1994) find that optimism is an important consideration, particularly when gaining, or maintaining, access to management is important. Hong and Kubik (2003) also found that optimism was regarded as important. We therefore expect that underwriters will be more optimistic in their forecasts and recommendations than non-underwriter analysts.
In terms of forecast error, we find that the mean underwriter forecast error is significantly higher than the error for other analysts following the same stocks, 0.1513 and 0.1438 respectively. The difference is significant at the 10% level. This indicates that the underwriters were more optimistic than the other analysts that followed the underwriters' stocks. We also find that for underwriters involved in the IPO their mean forecast error is significantly higher than the mean error for other analysts following the same stocks, 0.2067 and 0.1438. The difference is significant at the 1% level. However, we find that follow-on underwriters have significantly lower forecast errors than other analysts, 0.1293 and 0.1438 respectively, the result being significant at 1%. This implies that these underwriters are less optimistic in their forecasts. However, this may not be a negative phenomenon. It may be that access to better information results in a more accurate forecast by the follow-on analysts. In addition they may also not wish to lay the management of these firms open to the perception that they are underperforming, hence they may be producing more conservative forecasts.
We also find evidence that there are differences in the strength of the recommendations given by the different analysts. Analysts involved as underwriters issued significantly more positive recommendations than other analysts. Their mean recommendation was 2.3812 whereas for other analysts it was 2.5099. The difference is significant at the 1% level. We also find the IPO underwriters issued stronger buy recommendations than other analysts, 2.3487 against 2.5099. The difference is again significant at the 1% level. There is also a significant difference in the recommendations of follow-on underwriters relative to other analysts. The respective means are 2.3948 and 2.5099 respectively, with the difference significant at the 1% level. Therefore, follow-on analysts produce the lowest mean forecast errors and the strongest buy recommendations. A plausible explanation is that these are listed firms and as a result performance track records will have been established. Analysts are therefore better able to predict earnings as opposed newly listed IPO's where track records are less transparent. The results in Table III show that underwriters are more optimistic in their forecasts relative to non-underwriter analysts following the same stocks. However, we find that this is being driven by IPO underwriters because they are significantly more optimistic whereas follow-on underwriters have significantly lower forecast error than other analysts. In terms of stock recommendations, we find that all underwriter classifications recommend significantly stronger buy recommendations than other analysts. This holds for all underwriters as well as for IPO and follow-on underwriters.
The analysis is developed by analysing the performance of the underwriters in terms of the stocks they underwrote relative to their performance on stocks they did not underwrite. If we predict that underwriters are independent (REFS), we would expect no differences in the analyst's performance between the two types of stocks. Table IV compares the underwriting analysts forecast error (FE) to the FE of all other stocks the underwriting analyst follows. It also compares the underwriting analysts mean recommendation to the mean analyst recommendation for all other stocks the underwriter analyst follows. It therefore assesses the extent to which underwriter analysts are optimistic when dealing with firms that generate underwriter fees relative to firms that do not generate such additional income.
We find that forecasts for underwritten stocks are significantly more optimistic than forecasts for non-underwritten stocks. The average forecast errors for underwritten and non-underwritten stocks are 0.1513 and 0.1196 respectively, with the difference being significant at the 1% level. We also find higher mean forecast errors when the underwriting involves an IPO, the average forecast error being 0.2067 against 0.1196 for other stocks. Follow-on mean forecast errors are also higher than the forecasts for other stocks, with the average error being 0.1293 and 0.1196 respectively. The former is significant at the1% level and the latter at the 5% level.
The results show that underwritten stocks are characterised by greater optimism and that other stocks followed by the same analyst are characterised by greater accuracy. This is counter to Cowen et al. (2003) and Chan et al. (2003) who argue that underwriters try to avoid negative surprises by publishing lower forecasts that are easier to achieve by management. This would be consistent with a strategy of presenting a positive picture of the performance of underwritten stocks. This finding offers support for the strategic reporting bias model of Duggan and Nathan (1995) .
As far as stock recommendations are concerned, underwritten stocks receive more optimistic buy recommendations than other stocks dealt with by the same underwriter. The mean recommendation is 2.3813 for underwritten stocks and 2.5236 for non-underwritten stocks. There are similar significant differences with IPO and follow-on stocks relative to non-underwritten stocks. All differences are significant at the 1% level.
Table IV therefore shows that the forecasts made by underwriter analysts are more optimistic than the forecasts they make for non-underwritten stocks. The recommendations are also stronger. These results therefore indicate bias in relation to underwritten stocks.
The next part of the analysis looks at the effect of legal setting on underwriters' forecasts and recommendations. Table V separates the sample by legal system, Table IV compares the underwriting analyst forecast error (FE) for underwriter stocks to the FE of all other stocks the underwriting analyst follows. This table also compares the underwriting analysts mean recommendation to the mean analyst recommendation for all other stocks the underwriter analyst follows. The time period January 1988 through June 2005 for all I/B/E/S reported firms within 13 European countries (Austria, Belgium, Denmark, Finland, France, Germany, Italy, Netherlands, Norway, Spain, Sweden, Switzerland, and United Kingdom). Forecast error is the difference between predicted earnings per share and the actual earnings per share, scaled by the firms share price. The t-statistics that are reported test for differences in the mean forecast errors of analyst-employer class pairs. N denotes the number of observations. * ( * * ) [ * English law, French law, German law and Scandinavian law. If the common law system offers greater incentives for underwriters to produce less optimistic forecasts, we would expect that the English law forecasts would have smaller average errors than the other legal systems. We also expect the weakest system to produce the highest errors. The results support this view. The English common law legal system does produce the lowest average forecast errors, 7.48%, the French system has the largest errors, 15.58% with the other two in between, 10.10% for the German system and 12.63% for the Scandinavian system. As the third column 20,597 (8.11) (31.16) shows, the differences are statistically significant at the 1% level for all alternative legal systems. The results therefore show that a common law legal framework is associated with less optimistic forecasts. We then investigated the extent to which the type of legal system influenced underwriter recommendations. Given the greater rights under common law, we would expect underwriters, with their better access to information, to provide more accurate and less optimistic forecasts and recommendations than non-underwriters following an IPO. of underwriters and other analysts' forecasts by country. Second, it compares the underwriting analyst mean forecast error (FE) to the mean FE for all other analysts following the same IPO stocks by country. Third, it compares the mean analyst's recommendation to the mean recommendation for all other analysts following the same IPO stocks by country.
In terms of the optimism hypothesis, we find no evidence that underwriters under a common law system produce less optimistic forecasts. Five countries produce underwriter error of under 10%, Sweden, Italy, the Netherlands, Finland and the UK. They cover all legal systems except the German-origin. The most optimistic forecasts, in general, are produced the French and German legal systems with the most optimistic forecasts being produced in Spain, Germany, Norway and Austria.
There is mixed evidence in terms of underwriter optimism. We find no significant difference between the analyst forecast errors for IPO underwriters and the forecast errors of other analysts for three countries, Belgium, Spain and Denmark. However, all other countries all experienced significant differences. Of these, two countries, Finland and Sweden, had significantly lower underwriter IPO forecast errors illustrating that IPO underwriters produced less optimistic forecasts than other underwriters. The other eight countries all had significantly higher underwriter IPO analyst forecast errors. Again, all errors were positive indicating an optimistic view of performance. Thus the Scandinavian-origin law produced significantly less optimistic underwriter forecasts, with Sweden being the least optimistic. However, there is one exception to this. Norway has very high forecast errors suggesting that their system has its own specific characteristics. Table VI shows that the UK produces the most positive recommendations with an average of 1.60. The Scandinavian system produces the least strong buy recommendations with the French and German systems producing mixed results.
In relation to the extent to which IPO underwriters are more optimistic in their recommendations, three countries, Finland, Norway and Sweden, had no significant differences in the recommendations made by IPO analysts and other analysts. Two countries, Italy and Switzerland, had significantly weaker buy recommendations made by IPO analysts. The other eight countries all had significantly stronger buy recommendations given by IPO analysts. Overall, the results show country specific differences in the extent of underwriter optimism and stock recommendations. The differences between legal system types is less clear-cut but in general terms, it appears that the English-origin system produces a more accurate, less optimistic set of underwriter forecasts and recommendations than the other systems. There is therefore some evidence to support La Porta et al. (1998) and Higgins (1998) arguments of the importance of legal system types as a determinant of forecaster optimism.
Table VII presents two sets of results for each country. First, it compares the underwriting analysts forecast error (FE) to the FE of all other IPO stocks the underwriting analyst follows. Second, it compares the underwriting analysts' mean recommendations to the mean analyst recommendations for all other IPO stocks the underwriter analyst follows. As columns two and three show, we find evidence that analysts involved in IPOs are statistically more optimistic in their forecasts relative to their forecasts of non-underwritten stocks. This holds for eight countries. Two have statistically less optimistic forecasts, Finland and Sweden, and three countries have insignificant differences, Belgium, the UK and Denmark.
Table VII also shows, columns 5 and 6, that in the majority of countries, analysts make stronger buy recommendations on stocks they have underwritten and less strong buy recommendations on non-underwritten stocks. Statistical differences were found for eight of the countries. In one case, Italy, statistically stronger buy recommendations were made on non-IPO stocks. The other four countries, Spain, Switzerland, Finland and Norway, had no differences in the recommendations.
V. CONCLUSIONS
The paper has examined the accuracy of security analysts' earnings forecasts and stock recommendations for firms in 13 European countries. We report three key findings. First, there is strong evidence that lead and co-lead underwriter analysts' earnings estimates and stock recommendations are significantly more optimistic than those of unaffiliated analysts. Second, we find that lead and co-lead underwriter analysts' earnings forecast and stock recommendations are significantly more optimistic for underwriter stocks than for those they provide for other stocks. Third, we also find evidence that these differences are not driven by one particular country but find that the legal system is an important factor. Overall, our findings indicate that affiliated analysts are more optimistic than unaffiliated analysts which would be consistent with maintaining good investment banking relations. We are grateful for financial support provided by The Leverhulme Trust. We thank Thomson Financial for providing earnings forecast data through the Institutional Brokers Estimate System, I/B/E/S.
